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Shadow banking in China

• Chinese style shadow banking or banks’ shadow: bank-led products “loan-
like” for regulatory arbitrage
• Since 2012, real estate firms and local government financing vehicles are constrained 

in bank loans by regulation.
• Banks work with trust companies and securities firms to circumvent regulations and 

finance borrowers with “loan-like” products in the forms of entrusted rights, trusted 
rights and etc. (Chen et al., 2018) 

• City commercial banks are active in banks’ shadow activities.

• Western style shadow banking: Securitization
• China launched a pilot securitization program in 2005, but suspended it in 2008 

(apparently the spiilover effect of U.S. subprime mortgage crisis) and resumed it in 
2012.

• Volume of bank securitization has increased from $40.8 billion in 2014 to $279 billion 
by 2021.

• Underlying assets: mortgage loans, auto loans, business loans, and consumer loans.
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banks’ shadow fades and shadow banking 
rises in China

• Introduction of the New Asset Management Rule on April 27, 2018：
• Strict regulation on off-balance sheet “loan-like” business

• Banks’ shadow fades: As the end of 2019, China’s shadow banking sector as 
defined broadly shrank to 84.8 trillion yuan ($12.98 trillion) from the peak of 
100.4 trillion yuan in 2017. By a narrower definition the sector also declined 
by 12 trillion yuan to 39.14 trillion yuan. (China Banking and Insurance 
Regulatory Commission report)

• Exception in the Rule:

• Securitzation is not subject to the Rule

• Securitization (Western shadow banking) rises
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Motivation

• Securitization as the core of shadow banking

• Information frictions such as adverse selection / moral hazard in securitization 
(Pennacchi, 1988)

• Ample evidence of adverse selection / moral hazard in the US mortgage markets

• Implications for financial stability: Subprime Mortgage Crisis

• Numerous discussions on Chinese style shadow banking

• Monetary policy and entrusted loans (Chen et al., 2018 AER), debt demand and 
trusted loans (Chen et al., 2020 JFE)

• Securization in China

• A black box: Lack of microdata

• Is there adverse selection / moral hazard in China's securitization market?
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Preview of findings

• Using proprietary loan-level data from a city commercial bank, we 
find:
• lower default risk and prepayment risk of securitized loans than loans 

remaining on a bank’s balance sheet, suggesting no adverse selection or moral 
hazard in the Chinese securitization market. 

• Liquidity pressure arising from the rapid expansion of assets is an important 
reason for the absence of adverse selection and moral hazard. 
• The sample bank (a median-sized regional bank) makes huge investments in bank’s 

shadow businesses such as non-standard assets and interbank assets.

• Credit risk transfer has become the dominant motive since the introduction of 
the New Asset Management Rule
• Default risk of securitized loans has significantly increased compared with that before the 

introduction of the New Asset Management Rule.
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Position in the literature

• Securitization and loan performance

• Most empirical studies using loan-level data focus on advanced economies 
(An et  al., 2011; Berndt and Gupta, 2009; Keys et al., 2010; Agarwal et al., 
2012; Elul, 2016; Begley and Purnanandam, 2017), especially the U.S. 
mortgage market, leaving little attention to securitization practices in emerging 
markets. 

• This paper fills the gap by exploiting loan-level data of both sold and retained 
loans in Chinese securitization markets.

• Shadow banking regulation

• We confirm an unintended consequences of the New Asset Management Rule

• The bank’s shadow has been curbed, while shadow banking arises.
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Data and sample

• Loan-level data

• A proprietary dataset of 21,125 consumer loans and small business loans from 
a regional bank in China between 2015 and 2021. 

• 13,448 unsecured consumer loans

• 1,186 secured consumer loans

• 388 unsecured small business loans

• 6,103 secured small business loans

• 11,082 loans are securitized as underlying assets for 4 privately-placed ABS 
issuances. Two ABS were issued in 2017, one in 2018, and one in 2019.

• Bank-level data

• Financial data from the sample bank's annual reports for 2016 to 2021.
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Empirical specifications

• Baseline regression
Risk𝑖𝑡 = 𝛽𝐴𝐵𝑆𝑖 + 𝛾 ⋅ 𝒄𝒐𝒏𝒕𝒓𝒐𝒍𝒔𝒊 + 𝛿𝑡 + 휀𝑖𝑡

• Default risk: a dummy variable that equals 1 if the loan is classified as a 
nonperforming loan, and 0 otherwise. 

• Prepayment risk: a dummy variable that equals 1 if the settlement date is 
earlier than the maturity date of the loan, and 0 otherwise.

• ABS: a dummy variable for securitized loan

• Controls:
• interest rates (%), maturity, loan amount, collateral, loan types, types of interest rates, 

loan purpose, mode of repayment, and pricing benchmarks. 

• No demographic info
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Summary statistics
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Baseline results

• Economically sizable 
effect: 

• The estimated coefficient 
of 0.185 (0.280) suggests 
that default (prepayment) 
risk is 18.5 (28.0) percent 
lower in the securitized 
loans compared to those 
held on the balance sheet.
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Robustness checks – probit & alternative 
default risk 

• Probit estimations in columns 
(1)-(2) for binary dependent 
variables. 

• Column (3): an alternative proxy 
for default risk by checking the 
status of write-off: equals one if 
the loan is written off, and zero 
otherwise.
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Robustness checks- PSM

• Which loans are securitized are subject to the bank’s selection

• PSM based on loan characteristics
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Motives for bank securitization and loan 
performance

• Three motives

• Liquidity: sell loans with high quality and monitor borrowers properly ⇒no adverse 
selection or moral hazard

• Credit risk transfer: sell loans with low quality and monitor borrowers improperly 
⇒adverse selection or moral hazard

• Capital regulation arbitrage⇒sell loans to save capital ⇒ uncertainty about adverse 
selection and moral hazard

• Why no adverse selection / moral hazard in Chinese securitization market?

• Liquidity pressure > Credit risk transfer

• Introduction of the New Asset Management Rule
• Liquidity pressure < Credit risk transfer
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Dynamics of bank’s asset structure

• Bank’s shadow:
• Investment + interbank business

• The share of investments had 
been increasing until 2017 and 
remained higher than that of 
loans until 2018. The share of 
investment was more than two 
times larger than that of loans.

• Since 2018, the sample bank 
drastically cut investment 
business but expanded credit. The 
share of investment plummeted 
from 48 percent to 30 percent, 
while the share of loans increased 
from 36 percent to 58 percent.
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Dynamics of bank’s NPL and PCR

• The credit risk of the sample 
banks has increased significantly 
since the beginning of 2018. 

• Regulatory pressure on  
nonperforming loans and 
provisions incentivizes the bank 
to sell riskier loans to the 
secondary market.
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Liquidity needs

• Three proxies for 
liquidity needs

• Share of nonloans

• Income share of 
nonloans

• Asset growth

• Good loans are 
securitized when 
liquidity needs are 
strong
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New Asset Management Rules as a quasi-
natural experiment

• The new rule prohibits risk 
offloading off-balance sheet in 
the bank’s shadow activities
• Securitization as a loophole allows 

credit risk transfer

• The bank incurred NPLs in loan 
business
• Enhanced incentive to transfer 

credit risk

• Predictions
• Higher default risk and lower 

prepayment risk in securitized 
loans
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Robustness checks: Stricter NPL standard

• The CBRC requires that by the 
end of June 2018, state-owned 
banks must classify loans over 90 
days past due as non-performing 
loans. By the end of June 2019, 
rural commercial banks must 
classify loans over 90 days past 
due as non-performing loans and 
may no longer classify them as 
special-mention loans.

• Is high default risk driven by 
changes in NPL standard?

• Remove loans in the sample that 
are more than 90 days past due 
but not recognized as non-
performing loans
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Robustness checks: eliminate the impact of 
the COVID-19

• During Covid-19 pandemic, higher loan risk.

• Robustness check: 
• Drop loans matured after the inception of the Covid-19 pandemic and keep 

loans with a maturity date prior to October 23, 2019 (90 days before the 
national lockout) are retained
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Regulatory arbitrage

• Regulatory pressure: 
LowCAR, HighNPL, 
LowPCR

• Stronger incentive to sell 
riskier loans through 
securitization in years 
when they face higher 
regulatory pressure on 
capital adequacy, NPL 
ratios, and loan loss 
provisioning.
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Conclusions

• No evidence of adverse selection or moral hazard in Chinese 
securitization market.

• After the introduction of the New Asset Management Rule

• securitization motives have changed from liquidity pressure to credit risk 
transfer

• securitized loans have a higher default risk than before
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Policy implications

• An unintended consequence of the regulation

• The new regulation curbs banks’ shadow, while allows the rise of shadow 
banking.

• Financial supervisors shall keep an eye on the securitization market.
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